This article fills a gap in the legal literature by comparing mandatory corporate governance regimes to voluntary corporate governance regimes. It encourages market participants, including regulators, to acknowledge that firms have incentives to adopt enhanced governance practices voluntarily and to make disclosure about the same. The article argues that an optimal governance regime is a hybrid one in which adoption of best practice guidelines is voluntary but disclosure of corporate governance practices is mandatory. Such a regime is optimal because it balances the benefits and costs to all stakeholders, particularly issuers and investors. The cost analysis should be completed by weighing the level of expected compliance against the total costs of the regime adopted by regulators. A partially mandatory structure is likely to yield a high level of compliance with a defined set of governance practices at lower cost than a wholly mandatory regime. While a wholly mandatory structure may yield slightly better compliance, its costs are likely much higher. Thus, a partially mandatory structure that minimizes costs but encourages compliance is optimal.
I. Introduction
In capital markets regulation, the established legal regime is a command-and-control structure in which public officials establish the law and market actors either comply or face penalties. Corporate governance has stood apart from the command and control model as an area in which companies have been permitted to design and structure their own practices, within certain boundaries. Recently in the United States, various aspects of corporate governance have become the subject of mandatory regulation. Other common law jurisdictions have chosen to adopt partially mandatory structures by allowing companies to make choices about their governance but compelling disclosure regarding these choices. The question that arises is whether a wholly mandatory, a wholly voluntary, or some compromise governance regime is optimal.
In response to this question, proponents of the free market would argue that a mandatory regime is unnecessary: If enhanced corporate governance practices are beneficial and desired by investors, firms competing for scarce capital will implement them voluntarily. On the other hand, investor advocates would argue that a voluntary regime is insufficient, since there is no guarantee that all firms will implement the reforms necessary to provide investors with adequate checks on management and board control. Mandatory rules, on this view, are necessary to protect investors and, in turn, to build confidence in the capital markets.
This article contends that the extreme positions on either side of this spectrum are undesirable and that a partially mandatory regime is optimal. An optimal regime, it is argued, is one that takes into account the benefits and costs to all stakeholders, particularly issuers and investors. While the benefits of a corporate governance regime (such as accountability) are relatively clear, the corresponding costs (such as compliance) are not. The cost analysis can be completed by weighing the level of expected compliance against the aggregate costs of the regime. A partially mandatory structure is likely to yield a high level of compliance at lower cost than a wholly mandatory regime. While a wholly mandatory structure may yield slightly better compliance, its costs are likely to be much higher. Thus, a partially mandatory structure that minimizes costs but encourages a high level of compliance is optimal. This use of the term "optimal" describes a regime (i.e., the partially mandatory regime) that is preferred because its governance practices and make disclosure voluntarily. Second, the article examines voluntary disclosure of information specifically relating to corporate governance practices, an issue that has not received much academic attention compared to studies of voluntary disclosure generally.
Finally, the article compares corporate governance regimes in various jurisdictions and identifies the extent to which these regimes are mandatory or partially mandatory. This comparative examination is used to support the argument that a partially mandatory regime is optimal.
To be clear, the term "mandatory" as used here means legally mandated with penalties imposed on those who fail to comply with the legal rule. "Voluntary" denotes a firm's adoption of corporate governance practices or standards in the absence of a legal requirement to do so. 4 Such practices can, but need not be, set forth in guidelines 5 or best practice regulatory instruments, 6 typically issued by securities regulators or stock exchanges. The voluntary code does not replace but is an addition to a corporate governance regime already in place in statute.
The term "corporate governance" generally refers to the internal structure under which corporations operate. 7 Another commonly used definition views corporate governance as "the process and structure established to direct and manage the business and affairs of the corporation with the objective of enhancing shareholder value." 8 Central to the concept of corporate governance is the division of power between the board of directors and other corporate stakeholders, including management and shareholders. 4 There is also a "hybrid" type of rule, which is the type of rule that firms comply with because they feel compelled to do so for any number of reasons, such as to avert the loss of capital that would occur if they did not do so. In other words, firms would adopt these hybrid-type rules even if they were not required to do so. These also fall into the "voluntary" category. See infra Part III on incentives. However, these definitions do not reflect the understanding of the term used here. They speak only of the relationships between those who run the company and those who invest or otherwise deal with it. Given the broad range of corporate governance initiatives in many jurisdictions, it is clear that the concept continues to expand. Thus, a more appropriate definition of "corporate governance" includes additional components contained in these initiatives, such as disclosure of board composition, including the number of independent directors on the board; composition of various committees of the board; and separation of chair of the board and CEO. 9 The argument advanced here has both descriptive and prescriptive elements. It is descriptive in its attempt to illustrate the benefits and drawbacks of both mandatory and voluntary regimes. The article also outlines for comparative purposes the different corporate governance regimes in place in the major common law countries (the US, Canada, Australia and the UK).
However, the article is also prescriptive in putting forth an argument in favour of a partially mandatory regime as one that is ultimately preferable to a purely mandatory or purely voluntary system. Part II of this article argues against a wholly mandatory approach to corporate governance regulation and, in so doing, highlights the benefits of a voluntary structure. Part III contends that there are powerful incentives for voluntary behavior in the area of corporate governance. Part IV examines policy implications of recognizing that firms have incentives to adopt governance practices voluntarily, arguing in favor of a partially mandatory structure in which firms have the flexibility to design their own corporate governance regime but must disclose the particulars of that regime. Part V concludes.
II. Mandatory vs. Voluntary Governance Structures
The traditional legal regime for any regulated activity is a scheme of rules that prescribes certain behavior, supported by penalties to which those who break the law are subject. This model, which supposes that the primary incentive for compliance is fear of the consequences of 9 An even broader understanding of corporate governance is sometimes employed by corporate stakeholders. For some, corporate governance can be understood to encompass and apply to any practice which, from a 8 non-compliance, can be termed a "command-and-control" structure. This section notes the benefits and costs of a command-and-control governance regime and compares these with the benefits and costs of a voluntary regime, using five interrelated points of reference: minimum standards, compliance levels, costs to investors, costs to firms, and flexibility. a.
Minimum Standards A major advantage of the mandatory structure is that it allows the state to establish minimum standards to which market participants must adhere. If the state accords primary importance to investor protection, as it does in passing corporate governance legislation, then it will seek to ensure that this objective is achieved. One of the ways it will do this is to implement mandatory legislation. While there is no definite connection between investor protection and a mandatory system, the state is able to achieve its goal directly because market participants will be compelled to comply, since they do not wish to face the penalty of non-compliance. By contrast, purely voluntary legislation provides no guarantees that the minimum governance standards established by the state will be achieved.
There are further societal benefits of a mandatory regime. There is evidence that regimes with strong investor protection lead to healthy capital markets. La Porta et al. have found that in countries with better legal protections for investors, financial markets are more developed. They analyzed the securities laws of 49 countries and found that financial markets do not prosper when left to market forces alone. In their study, both disclosure rights and liability standards were positively correlated with larger stock markets, while public enforcement, such as an independent regulator or criminal sanctions, were found to play a modest role in the development of stock markets. These findings suggest that securities laws matter because they lead to strong markets by facilitating private contracting. FIN. 52, 1131 FIN. 52, (1997 , who argue that countries with poorer investor protection have smaller and narrower capital markets. French civil law countries have the weakest investor protection, and the least developed capital markets, compared to common law countries. This is not to say, however, public regulatory enforcement has no role in the development of healthy capital markets. On the contrary, in an earlier study, La Porta et al. argued that the differences in the efficacy of financial systems can be traced in part to differences in investor protections against expropriation by insiders.
11 These differences are reflected in both the legal rules and the quality of their enforcement in a given country. Indeed, La Porta et al present data that illustrate the vast differences across countries in legal rules aimed at investor protection and the quality of the enforcement of these rules. In countries with strong legal protections, capital markets are larger since, as La Porta et al argue, potential investors are shielded against expropriation by entrepreneurs.
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Thus, a mandatory governance regime would be important in enabling the state to inculcate, or at least uphold, the principle of investor protection as well as to develop healthy capital markets. However, it must be remembered that corporate governance reforms are additions to a legal regime that is already mandatory in nature. Thus, it is possible to conceive of a state's achieving the goal of investor protection while some aspects of its overall capital markets regulation remain voluntary or, at least, partially voluntary. We will return to this possibility in Part IV below.
b. Compliance Levels
There are other benefits to a command-and-control regime, such as broad-based compliance. Compliance will be especially high if the penalties for non-compliance are onerous.
Further, if the regime has been in place for a number of years, and market participants are aware of the "rules of the game," including punishments in the case of breach, the regime exhibits consistency. Because of this broad-ranging compliance, the legal regime also has a certain predictability. The well-founded assumption is that once the regime is implemented, the number of actors who deviate from the regime will be much smaller than the number of actors who comply. 13 Thus, rates of compliance over time in a mandatory regime are both consistent and predictable.
Compliance is one of the more significant weaknesses of voluntary regimes. If the state establishes a set of guidelines or best practices to be followed, there is no assurance that market actors will abide by them, since they are not mandatory and no penalty attaches to those who fail to comply. Furthermore, rates of compliance are inconsistent. This may occasion other costs associated with a voluntary system, including the information costs incurred by investors to determine the governance practices of the firm and to assess them in relation to other firms'
practices. As noted, mandatory rules achieve their objective more directly: If the state wants to achieve a certain objective, it need only set forth the legal rules and the general populace will follow them, with few deviations.
While voluntary regimes are less direct, they can nevertheless encourage compliance in the long term. As more and more firms adopt corporate governance practices over time, these voluntary practices become the norm among a majority of firms. This is the "snowball" or "cluster effect" that is discussed throughout this article. An example of this effect may be the separation of the roles of chair of the board and CEO, at least in Canada and the United States, where more and more firms seem to be adopting this practice since the 1994 Dey Committee
Guidelines. 14 Thus, it is not necessarily true that compliance is poor, or does not increase, under a voluntary regime.
Some may question whether peer pressure from firms within an industry to adopt heightened governance practice renders these practices in effect mandatory. This is the idea that "we have to adopt this practice because our competitors are doing so. respond to industry pressure, we should think about this as one of the beneficial effects of voluntary behaviour. A mandatory rule is mandatory because it carries with it legal not financial or competitive pressure or sanctions. Where a firm chooses to adopt a practice in the absence of a legal requirement to do so, this is an example of voluntary behaviour. As discussed below, not all firms have adopted these "voluntary" standards but a high percentage of them have done so.
c.
Costs to Investors
Corporate law is no stranger to mandatory rules. 15 Well-established mandatory rules relate to the process of incorporation, 16 the level of shareholder approval that must be reached for an ordinary or special resolution to be passed, 17 and the authority of agents to contract on behalf of the firm. 18 Mandatory rules such as these are intended to protect investors; they maintain a discernible and seemingly fair process for making corporate decisions. Mandatory rules relating to disclosure can be especially useful to uninformed and unsophisticated investors: They stand as a shield for these investors against the information asymmetries to which they are subject. 19 This is a theme to which we return in the last section of the paper.
A mandatory governance system decreases the cost of becoming an informed investor. An informed investor would like to know what the governance practices of company x are and how they compare with the governance practices of company y. Under a mandatory governance system, assessing the relative strength of the companies' governance practices is straightforward:
Since each company's governance practices are based on the mandatory governance regime, a rational investor can use the same terms of reference -namely, the rules embodied in that regime -to ass ess potential investments. The law thus constitutes a standard form, and investors need only learn the terms of reference of one system. The costs of learning those terms of reference can be spread out among as many companies as the investor assesses. Contrast this with the costs of becoming an informed investor under a purely voluntary governance system. Under such a system, companies are free to set their own terms of reference.
There is less certainty for investors that the firm is indeed complying with the guidelines. This makes it difficult for investors to assess the relative strength of a company's governance practices; the practices of different companies are not inherently comparable. The investor must learn about the governance regime that each individual company has adopted. Therefore, the investor incurs more costs for each company she assesses. In sum, even in a voluntary system where the state has established a code of best practices, the investor is less able to spread the costs of becoming informed because she will be unaware of the particular governance regime that any one firm has adopted.
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The voluntary code may be viewed as a standard form if it is followed by a majority of This will not be the case if disclosure about the governance regime is mandatory. See the discussion in Part IV, below. Note however that even under a hybrid system, the investor must still assess the impact of different (disclosed) governance practices on investor protection, and whether they are "efficient" for the particular firm. 21
In 1999, the TSX stated that the disclosure should take a certain format. See letter from Clare Gaudet, Vice President Corporate Finance Services, Toronto Stock Exchange (Nov. 17, 1999) (on file with author).
http://law.bepress.com/alea/15th/bazaar/art44 their own practices (e.g., conducting internal control reviews); implementing new governance structures; producing disclosure and reports; and, distributing disclosure. There may be hidden costs that arise ex post the implementation of the mandatory structure, such as increased insurance premiums for directors or officers who are required to certify financial statements. 22 Of course, the presence and extent of each of these costs will depend on the content of the mandatory legislation itself (i.e., what does the law require?).
As discussed in Part IV below, many but not all of these costs would also exist under a voluntary regime. But two costs in particular will be reduced (though not necessarily eliminated) with the stock price, and deviations from corporate governance standards will likely be of secondary importance to them. Unless the penalty is strict -such as an order cease trading the firm's stock -non-compliance is a real option for firms that are performing well.
It should be noted, however, that certain enforcement penalties can ultimately harm investors. A firm that is under investigation will likely experience a decreased share price once the investigation is disclosed. A firm that is cease-traded also ceases to be a viable investment.
While enforcement may be considered an advantage for investors in terms of the protections they receive against corporate governance abuses, investors may in fact suffer from the penalties that are intended to protect them. This is certainly a disadvantage of the mandatory structure.
A further difficulty with these structures is that they have occasioned a proliferation of regulation in corporate governance and other areas. The state and its regulatory offshoots are concerned about ensuring that particular events (such as off-balance-sheet transactions, made familiar in the Enron debacle) do not occur. The state therefore passes new law to address the particular abuse, or even potential abuse, identified. The problem is that every event, even every major event, does not necessarily warrant its own new set of laws because existing laws are often sufficient to address the targeted abuse. Regulation, especially regulation that is redundant, repels issuers because it is costly. Since issuers are free to raise capital in a variety of markets worldwide, may avoid those markets that impose comparatively costly regulation. In particular, though these is no hard data on the effect of Sarbanes-Oxley on cross-listing, there is anecdotal evidence that foreign firms are less willing to list in the United States after the implementation of Sarbanes-Oxley because of its extension to cross-listed firms with certain exceptions. No doubt firms will seek to establish an efficient governance regime. This does not mean that they will not adopt any governance measures; rather, they will allow the market to dictate governance practices as necessary. They will be driven by investor demand, and perhaps pressure from their competitors, rather than by prescribed legal rules. This is one of the reasons why regulators must focus not only on investor protection but also on the efficiency that can be achieved by regulation that is cost-effective. Regulators must ask questions such as these: What legal rules enable firms to raise the highest amount of capital at the lowest cost? What legal rules permit the firm to operate at the lowest cost possible? Thus, flexibility in a corporate governance regime is important for both firms and regulators, both of whom have an interest in a regime which is cost-effective.
Mandatory regimes are inflexible. The state establishes not only the objective to be achieved but also the means to achieve the objective. For example, if the state seeks to protect investors, it may determine that the means to this end include increasing the number of independent directors on the board, forcing CEOs and CFOs to sign the financial statements, and ensuring that every member of the audit committee is financially literate. example, imagine mandatory legislation that does not differentiate between small, closely-held issuers and large, widely-held firms. The small cap or closely-held issuer might find a requirement to have a certain percentage of independent directors on their board or audit committee onerous since there may only be a few directors on the board to begin with. Corporate governance requirements designed for widely-held companies can create excessive costs for closely-held firms and small cap issuers.
Furthermore, compliance in a voluntary system may increase over time, leading to the clustering effect of voluntary firm behavior. In year one of a voluntary regime, relatively few firms may comply with the voluntary code. Over time, however, more and more firms may comply, believing that they will be "outdone" by their competitors if they do not. Thus compliance in the voluntary regime increases in year two and can continue to do so thereafter.
The clustering effect is a pure market mechanism that can occur without the presence of legal rules.
It was mentioned above that one of the advantages of a command-and-control structure is that it mandates compliance. However, even under a mandatory structure, firms may choose to absorb the costs of their non-compliance rather than comply with the law. Such non-compliance renders the command-and-control structure ineffective and raises questions about the incentives underlying that structure. Of course, a firm's decision to absorb the costs of non-compliance will relate to the type of penalties that occur on breach, as well as to the extent to which those penalties are enforced. If legal penalties are low or enforcement is expected to be lax, then noncompliance is a viable option. Practically speaking, enforcement has been a weak link in the chain in capital markets scandals in Canada and, to a lesser extent, in the United States. 30 While this fact compels us to rethink whether capital markets regulation should be based on a command-and-control structure, it says little about the preferred structure of corporate governance regulation specifically. In short, from the firm's perspective, mandatory regimes are costly and inflexible while voluntary regimes are less costly and more flexible. It is likely the case that investors (and regulators in the name of investors) may have a bias in favour of mandatory regimes because these establish a baseline of consistent rules by which issuers must abide. This consistency and the possibility of enforcement provide comfort often referred to as "market confidence," to investors. However, implementing laws to protect investors often means increased costs for issuers, undermining the efficiency with which their businesses operate. It will be the shareholder who ultimately bears the cost of increased regulation. Furthermore, the effectiveness of penalties under a mandatory regime is questionable. For example, from a corporate standpoint, mere fines will be analyzed as a "cost" like any other and may therefore be ineffective at altering behaviour in any case. Thus, if a less rigid regime can achieve an equivalent level of investor protection at lower costs to issuers, this alternative should surely be explored.
III. Incentives for Voluntary Behavior
One way to maintain a high level of investor protection without creating excessive costs to issuers is to take advantage of firms' incentives to adopt recommended corporate governance practices, such as those contained in a list of best practices, voluntarily. But if we are to favor a voluntary structure of corporate governance, we must be certain that these incentives exist . What are the reasons that a firm would adopt corporate governance practices in the absence of a legal requirement to do so? In this section, we will see that there are both incentives and disincentives to adopt corporate governance practices voluntarily and to disclose whether these practices have been adopted. Without question, firms will assess the costs and benefits of a proposed course of action and will adopt practices that result in net benefits to them. This literature is relevant but of limited use, since the voluntary actions discussed tend to relate to codes agreed to by individuals and organizations rather than to guidelines set down by regulators and other lawmakers. 32 By contrast, in this article, we are primarily examining voluntary codes established by the governing authority rather than about negotiated bilateral agreements among firms. Other literature deals with incentives to disclose information. This literature is also relevant but does not exhaustively address the topic, since we are speaking here of incentives to adopt governance practices in addition to obligations to disclose (e.g., ensuring that board members are financially literate). We will incorporate the relevant aspects of these bodies of literature in the discussion below.
a. Incentives to Adopt Corporate Governance Practices Voluntarily
This section discusses a variety of incentives that firms have to comply voluntarily with corporate governance practices, including deterring investors from devaluing the firm and preempting government regulation. The starting point for the discussion is to recognize that firms have a strong incentive to institute corporate governance practices voluntarily in order to deter or prevent investors from devaluing the firm. A firm's management or board may believe that if they fail to adopt corporate governance practices, investors will take their money elsewhere, especially if other firms are readily adopting these practices. It may be that the expected cost of investors discounting the value of the firm is so high that the firm is better served by incurring the costs of adopting the corporate governance practices.
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Whether investors actually discount the value of the firm if it has not adopted corporate governance practices depends, to some degree, on the content of the voluntary guidelines compared to the actual practices that a firm has adopted. While there appear to be no data yet on importance of corporate governance to investors have been studied and are certainly relevant. 35 For example, Gompers, Ishii and Metrick have constructed a governance index and surveyed 1,500 firms' performance over the last decade. On the basis of these data, they argue that firms with stronger shareholder rights had higher firm value, higher profits, higher sales growth, and lower capital expenditures. 36 This study does not prove a causal link between the value of the firm and its governance practices, but it does suggest that the two are correlated. In the competition for scarce capital, firms will seek to attract investors, and, since investors generally value good corporate governance, firms have a major incentive to adopt enhanced governance practices.
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Another incentive for voluntary behaviour stems perhaps from a firm's desire to pre-empt government regulation by adopting certain practices in advance of a legal rule compelling them to do so. 38 In the environmental area, for example, some empirical analysis has been conducted in the context of voluntary adoption of cleaner products or processes. 39 Several studies show that a threat of mandatory environmental regulation can be one reason behind a firm's decision to reduce its pollution levels. 40 This research suggests that firms voluntarily undertake "selfregulation" prior to the onset of mandatory regulation 41 as way to forestall the more costly mandatory regulation. If firms have advance warning that legislative change may occur, they will 35 Gompers, Ishii and Metrick, supra note 3. 36
Ibid. at 119-120 and 128-129. Another indicator that investors value a firm's governance regime is the increase in shareholder interest in governance issues. For example, the Canadian Coalition for Good Governance (CCGG) was formed in 2002 to fight for improved governance in Canadian companies. Full members of the CCGG manage, in aggregate, over half a trillion dollars in assets of Canadian corporations. See CANADIAN COALITION FOR GOOD GOVERNANCE, 2004 ANNUAL REPORT 2 (2004), at <http://www.ccgg.ca/web/website.nsf/web/ccggnewsroom>. The objectives of the CCGG include ensuring that all public companies have highly qualified boards, ethical management, independent committees of the board, and compensation schemes that reward employees for superior work: <http://www.ccgg.ca/web/website.nsf/web/ccgghome> ("mission statement"). Members of the CCGG include the Ontario Teachers Pension Plan Board (OTPPB), the Ontario Municipal Employees Retirement System (OMERS), Manulife Financial, Burgundy Asset Management, and Jarislowsky Fraser. 37
Note also the phenomenon of socially responsible investing, in which investors screen companies for good governance. One of the reasons they do this is to allow for meaningful shareholder participation. The assumption here has been the investors are always concerned that the firms in which they invest have comprehensive governance structure. However, it is not the case that investors are always concerned about good corporate governance. If the firm's share price is high and the firm has been performing well, investors will likely see no need to second-guess its governance structure. In other words, skepti cism about a firm's governance practices and the accompanying devaluing of the firm are less likely to arise when the return on equity is high. Ultimately, 42 It is true that it is managers who make these decisions and conflicts exist between their interests and their firms' interests. It is necessary, therefore, to contemplate the impact of agency costs on governance. As I will suggest below, mandatory disclose has the effect of reducing agency costs. Because disclosure of any negative shareholders care about value maximization: If value is high, then the firm's governance is of secondary importance.
b.
Incentives to Disclose Information Voluntarily
Corporate governance practices consist of such actions as increasing the number of independent directors on the board and enhancing the financial literacy of members of the audit committee. But corporate governance also concerns the disclosure of this information to the investing public. As we will see, incentives to make disclosure voluntarily are not entirely similar to incentives to adopt corporate governance practices. To be clear, the term "disclosure," as used here, refers to economic and non-economic data, including data relating to the firm's governance structure. Such information is typically found in the firm's annual report in Canada and on Form 10-K 43 in the United States, but may also be found in the proxy circular and annual information form.
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On a general level, firms' desire to deter investors from devaluing them provides an important incentive to disclose information voluntarily. Managers may believe that if they withhold information, investors are likely to conclude that the information is bad news. This is the "no news is bad news" hypothesis. 45 Withholding information increases market "noise" because of the range of possible interpretations of the information. As a result, the expected cost of investors' discounting the value of the firm is so high that the manager is better served by making disclosure. 46 Thus, disclosure assists in preventing devaluation of the firm by the market. 
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But would investors discount the value of a firm if they do not have information about its governance structure? Investors may consider no news about corporate governance to be bad news in terms of the governance structure that the firm has adopted -few independent directors, no separation of Chair and CEO, audit committee comprised of non-independent directors, and so on. In addition, no news about corporate governance would be bad news if the firm has historically been the subject of inquiry relating to its governance practices (for example, does the firm have a non-independent board about which shareholders have complained?). In addition, no news may be bad news if the firm has tended not to disclose its internal developments, such as granting stock incentives to members of management, to the market.
Notwithstanding these possibilities, it is reasonable to assert that investors will not always discount the value of the firm if they do not have information about its corporate governance practices. Investor skepticism will depend on many factors: the disclosure history of the firm and the firm's performance, including its share price for example. If the return on equity is high, investors will have much less incentive to analyze and evaluate the firm's governance structure.
If the firm is under-performing, analysts and investors will search for reasons why this may be so.
Such inquiries may lead them to conclude that the firm has a weak governance structure and indeed that the firm's performance may experience a turnaround if its governance structure were enhanced.
Given the profit-making objective, firms respond to investors' desire for information for reasons relating to the firm's business rather than for altruistic purposes. 47 Investors are primarily concerned with obtaining information in purchasing securities and maintaining their investment portfolios, at least in theory. 48 Management understands this information requirement and will disclose information if they believe that investors require it prior to making the decision to invest or remain invested. Thus, the competition for capital among firms determines the optimal level of disclosure.
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Thus far, we have discussed on a general level firms' willingness to make disclosure in the absence of a legal requirement to do so. Does our thinking about incentives change when we consider a mandatory disclosure regime of corporate governance best practices specifically?
Without question, requiring disclosure of compliance with best practices provides an incentive to comply with voluntary guidelines, since firms are revealing their internal structure and compliance or non-compliance with the voluntary code. This information can certainly repel investors if negative. On the other hand, this information can encourage competition amongst firms to adopt similar reforms.
While firms no doubt recognize that they can benefit from making disclosures about corporate governance, such disclosures can be costly. These costs create disincentives to disclosure. For example, pre-dissemination costs associated with disclosure include the cost of gathering, organizing, and preparing the information. If a firm is not certain of the requirements embedded in the legal regime, such as the information it may disclose, additional costs can arise from having to hire legal experts to advise the firm with respect to its obligations under applicable law. Further costs arise in disseminating the information and can include mailing to shareholders and other market participants as well as press releases, website updates, and analyst conferences.
Certain other costs affect firms that disclose information. There are costs associated with updating and revising disclosure as well as keeping current with legal developments. There are other costs that arise post-dissemination, primarily from the consequences of the disclosure made.
An example of such a cost is a "proprietary cost," which is, broadly speaking, a cost associated with disclosing information that arises from any potentially damaging action on the part of the firm. 50 Proprietary costs arise, for example, when a firm issues unfavorable information and a bank thereafter asks for its loan to be repaid. 51 In the corporate governance context, proprietary 49 See Diamond & Verrecchia, "Disclosure, Liquidity and the Cost of Capital" supra note 1. 50
Verrecchia, "Discretionary Disclosure" supra note 1 at 181. 51
Ibid.
costs could conceivably also arise if a firm disclosed that one of its audit committee members was not financially literate and, as a result, the firm was subjected to greater scrutiny by rating agencies and lenders. Other post-dissemination costs arise if the disclosure contains an error that the firm corrects ex post in the form of more disclosure. The cost results when shareholders sell their shares because of the disclosure and the firm's stock price subsequently decreases.
But are there costs that arise if the disclosure is made purely on a voluntary basis rather than because of the existence of a particular law? Voluntary disclosures can also create competitive disadvantages for the firm. This is yet another type of proprietary cost. 52 Firms will be reluctant to disclose information from which their competitors can benefit. If a firm's rivals can use voluntary disclosure to become more competitive, the benefits of the disclosure are reduced. 53 In their interviews with British multinationals, for example, Gray and Roberts discovered that disclosures especially sensitive to the costs of competitive disadvantage include future-oriented financial information that quantifies forecasts of sales and profits, as well as information relating to sales and profits in narrowly defined geographical or business areas.
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A firm's competitors may specifically seek and use information about its governance practices. Arguably, information about a firm's governance structure is not akin to sensitive information such as a breakdown of the corporation's financials, projected financial data, or sales figures for a specific product line or service; information about governance is in the category of "process" or "administration," whereas certain other information can be used by competitors to gain an advantage over the disclosing firm. However, the more a company discloses about its implementation of internal controls in its attempts to be a good corporate actor, the more information is available to other companies, at little to no cost. These disincentives to voluntarily disclose information about corporate governance practices are strong. They will be stronger if a firm has bad news relating to its governance practices to report than if it has positive information. 56 This suggests a significant bias in information disclosed under a voluntary disclosure regime. But even if a firm has good news relating to its governance, it may be reluctant to disclose it since enhanced transparency will leave firms open to potential criticism by the market for the structure that it has chosen.
Without question, firms will assess the costs and benefits of possible disclosures and will voluntarily disclose information that is likely to result in the highest net benefit to the firm. 57 The costs and benefits will vary depending on the particular pressure giving rise to the perceived need for disclosure, as well as on the particular information being disclosed. But given the disincentives for voluntary disclosure, it seems necessary to consider the potential usefulness of a mandatory disclosure regime in the corporate governance context.
IV. Implications for Devising a Legal Regime
The previous section argued that firms will voluntarily adopt governance practices and disclose their adoption of such practices if the net benefits of doing so exceed the costs. This section takes the examination one step further by analyzing the policy implications of recognizing that firms have incentives to engage in voluntary behavior. The discussion is divided into three parts: a survey of four jurisdictions' governance regimes; analyses of different types of governance regimes with a view to choosing an optimal regime; and flexibility as a component of optimality. The argument is that, since firms have incentives to adopt healthy governance practices voluntarily, the state should take advantage of these incentives to create a governance regime that is less costly for firms and still protects investors. If firms are prepared to adopt more comprehensive corporate governance practices voluntarily, and we have seen that they have incentives to do so, then implementing a legal regime that compels them to adopt such practices is unnecessary. The optimal governance structure is a partially mandatory regime in which compliance with a code of governance practices is voluntary but disclosure regarding the extent 56 Gray & Roberts, supra note 1 at 118. 57
Gray & Roberts, supra note 1 at 118. See also Kelly, supra note 31.
of such compliance is mandatory. This regime is optimal because its costs are less than its benefits and because it provides virtually the same benefits as a mandatory structure at a lower cost.
a. Comparative Analysis by Jurisdiction
We begin the discussion by examining the governance structures in four major common law jurisdictions. We will see that while the United States has a mandatory structure, Canada, the United Kingdom, and Australia all have partially mandatory corporate governance regimes. The latter jurisdictions have all adopted a "comply and explain" system in which they recommend compliance with "best practice" guidelines. While compliance with these guidelines is voluntary, disclosure regarding compliance is not. By law, firms must make certain disclosure regarding the extent to which they have complied with best practice guidelines. Once we discuss the regimes in Canada, the United Kingdom, and Australia, we will compare them to the U.S. system.
In Canada in 1995, the Toronto Stock Exchange (TSX) issued a list of best practices that firms may follow, but they are not obliged to do so. 58 The TSX best practice guidelines address the following corporate governance issues: the board's mandate; its composition (including minority shareholder representation); board committees; board approval; structures in place to facilitate an independent board; procedures for recruiting new directors and assessing board performance; measures for receiving shareholder feedback; and the board's expectations of management. These nine requirements reflect previous recommendations regarding the minimum content of disclosure to be made by affected companies.
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Added to the best practice guidelines is a disclosure requirement. Disclosure regarding the extent of a firm's compliance with the best practices is required in a "Statement of Corporate 58 The guidelines emanated from the Dey Report, supra note 8. The TSX adopted the Dey Report in February 1995 and on May 3, 1995, released TSE By-Law 19.17, which requires companies incorporated in a Canadian jurisdiction and listed on the Exchange to make disclosure annually regarding their corporate governance practices in an annual report or information circular. These guidelines came into effect beginning with companies whose fiscal year ended on June 30, 1995. See Carol Hansell, "The Dey Report. Background and Compliance with the TSE and ME Disclosure Requirements", in COMPLYING WITH THE TSE REPORT ON make disclosure with reference to the guidelines and where its governance system differs from the guidelines, it must explain the differences. 61 Initially, it was unclear, what explanation of the differences was required -whether, for example, a mere listing of the differences from the best practice guidelines was sufficient, or whether a justification for each difference (and the extent of the difference) was necessary. 62 The TSX attempted to clarify its requirements with later directives and amendments, 63 but the continuing ambiguity is still evident from the variety of forms of disclosure that different companies continue to produce.
In 2003, two events occurred that changed the nature of this regime. First, the TSX announced that it would pass authority over corporate governance matters to the Ontario Securities Commission (OSC), the regulator of Canada's largest capital market. 64 This transfer seemed natural, since the OSC is the primary regulator of capital markets in Ontario, while the TSX is a self-regulatory organization operating under OSC oversight. However, the transition is still occurring, and the TSX structure remains largely in place. 65 Second, the OSC was granted authority from the provincial government to make rules relating to audit committees. 66 The OSC subsequently issued regulations mandating audit committee composition and certification of 59 Dey Report, supra note 8 at ¶ 8.1. 60 TSX COMPANY MANUAL, supra note 5 at § 473. 61
The TSX Company Manual, supra note 5 at § 473, states that "where the company's system is different from any of those guidelines or where the guidelines do not apply to the company's system, an explanation of the differences or their inapplicability" must be made in the company ' financial disclosure. 67 However, most of the other features remained voluntary, as they had been under the TSX regime.
The OSC, as well its counterparts in the Canadian Securities Administrators, recently issued a voluntary code of best practices that is similar to and would replace the TSX governance guidelines. 68 The disclosure element under the OSC's voluntary code continues to be mandatory, but it is more strict than under the TSX regime. Under the new regime, every issuer (i.e., both listed and unlisted) must disclose its corporate governance practices and whether or not it complies with the guidelines. Further explanation is required with respect to why the board considers non-compliance with the guidelines to be appropriate. Certain differences relating to disclosure are drawn between venture and non-venture issuers; the latter being subject to more stringent disclosure standards than the former.
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The U.K. regime is also a partially voluntary system under the 1998 Combined Code.
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The Code places more emphasis on remuneration issues than either the TSX or the OSC regime, 67 MI 52-110 and MI 52-109, supra note 64. 68 MI 58-101 would replace the TSX guidelines. Note that two aspects of the CSA's governance regime are indeed mandatory: the audit committee requirements under MI 52-110, supra note 64, and the certification requirements under MI 52-109, supra note 64. 69
A "venture issuer" is defined in MI 58-101, § 1.1 as "an issuer that does not have any of its securities listed or quoted on any of the Toronto Stock Exchange, a U.S. marketplace, or a marketplace outside of Canada and the United States of America." Both venture and non-venture issuers must disclose the text of the written mandate of their board. See Form 58-101F1, § 2 for non-venture issuers; Form 58-101F2, § 2 for venture issuers. If they do not have a written mandate, they must explain why the board considers this to be appropriate. Both must also disclose information regarding their code of business conduct and ethics (see Form 58-101F1, § 5 for non-venture issuers; Form 58-101F2, § 3 for venture issuers). However, non-venture issuers must also make disclosure regarding position descriptions and performance assessment (see In the case of a company incorporated in the United Kingdom, the following additional items must be included in its annual report and accounts: (a) a narrative statement of how it has applied the principles set out in The areas of governance covered in the 1998 Combined Code include board mandate; procedure for taking independent professional advice; board independence; director training; separation of CEO and chair of the board; senior independent director (similar to lead director); board composition; "non-executive" directors versus "independent" directors (similar to "independent" versus "unrelated"); nominating committee duties and composition; re-election of directors; directors' remuneration (including performance-related standards, shareoptions plans, terms of contracts, early termination impacts, procedures for developing executive and director remuneration, and disclosure and approval issues related to remuneration); communication with shareholders, institutional and private; use of the annual general meeting; responsibilities of directors and auditors in respect of reporting; internal control systems; internal audit function; audit committee mandate and composition; audit committee duties; and non-audit services. Although it adds only one new sub-heading ("Performance Evaluation" under the heading "Directors"), the 2003 Combined Code is more comprehensive than the 1998 Combined Code; it includes more broadly drawn principles and stronger code provisions. For example, the 2003 Combined Code gives more direction to non-executive directors regarding their role as scrutinizers of management and the integrity of financial information and controls; it recommends that non-executive directors meet without executives present; and it more strongly recommends the separation of the positions of CEO and the chair of the board. Under s. A.3.2 of the Combined Code, it is recommended that smaller companies have at least two independent non-executive directors (rather than the recommendation that at least half of the board be non-executive directors [NEDs] for larger companies). Under s. C.3.1, it is recommended that smaller companies have at least two members of the audit committee who are NEDs (rather than the recommendation that at least three members be NEDs for larger companies).
Recommendations."
75 Each company listed on the ASX is required to provide a corporate governance statement in its annual report. The ASX Guide presents ten core principles and includes guidance and recommendations on how to achieve best practice. 76 These principles broadly correspond with the principles of Canadian regimes.
The ASX regime takes an "if not, why not?" 77 approach to corporate governance disclosure. Unlike the TSX, OSC, and U.K. regimes, the ASX regime does not usually require disclosure of compliance; rather, it requires disclosure of non-compliance, with an explanation of why the company's board believes that non-compliance is appropriate. There are some instances where further disclosure -that is, an explanation of more than simply a departure from the best practice guidelines -is required. Specifically, more extended disclosure is required with respect to board structure, integrity in financial reporting, performance evaluation, and remuneration policies. Smaller companies receive no differential treatment under the regime.
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The systems in all these jurisdictions stand in stark contrast to the corporate governance regime in the United States which is largely mandatory. The [Implementation Review Group] received numerous submissions suggesting that particular classes of companies (e.g. small companies) should be exempt from the requirement to report against the Council's Recommendations. The IRG believes, however, that the 10 Principles and the requirement to report against the Recommendations should apply to all listed companies, regardless of size or maturity. Exempting any class of listed company from reporting against the Recommendations would be inconsistent with the disclosure-based approach. Karen Leslie Hamilton of the ASX Corporate Governance Council wrote in the ASX Guide, ibid. at "Foreword," "The size, complexity and operations of companies differ, and so flexibility must be allowed in the structures adopted to optimise individual performance. That flexibility must, however, be tempered by accountability -the obligation to explain to investors why an alternative approach is adopted -the 'if not, why not?' obligation." Ibid., § 303A.01. Independence is defined principally as having no material relationship with the listed company, either directly or as a partner, shareholder, or officer of an organization that has a relationship with the company; other prohibited relationships are discussed. See ibid., § 303A.02. 89
Ibid., § 303A.02. 90
Ibid., § 303A.03. 91
Ibid., § § 303A.04(a) and 303A.05(a). 92
Ibid., § § 303A.04(b) and 303A.05(b). Minimum requirements for the written charter are set out in these sections.
of the committee; 93 audit committee that meets the requirements of Rule 10A-3 under the Exchange Act and has a minimum of three members; 94 internal audit function; 95 shareholder voting to approve equity compensation plans; 96 and adoption and disclosure of corporate governance guidelines 97 and of a code of business conduct and ethics for directors, officers, and employees. 98 Note that under the NYSE regime, there is no "if not, why not" disclosure provision. Rather, the provisions are mandatory.
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The SEC implemented partial exemptions from some of SOX requirements in response to criticisms from countries such as Germany and other countries that have different board structures than the United States. 100 The SEC rule permits non-executive employees in foreign firms to serve as audit committee members, large shareholders to send observer representatives, and foreign firms to make substitutions for the audit committee. 101 The SEC also clarified compliance for companies with two-tier boards as in Japan. Ibid., § 303A.06. Audit committee members must satisfy the requirements for independence, and the audit committee must have a written charter addressing its purpose (minimum purposes listed), an annual performance evaluation of the audit committee, and the duties and responsibilities of the audit committee. See ibid., § 303A.07. 95
Ibid., § 303A.07(d). 96
Ibid., § 303A.08. 97
Ibid., § 303A.09. 98
Ibid., § 303A.10. This section requires listed companies to disclose any waivers of the code of business conduct and ethics promptly. 99
The NYSE Rules do exempt the following types of firms from specific requirements: controlled companies; limited partnerships and companies in bankruptcy; closed-end and open-end funds; passive business organizations in the form of trusts; derivatives and special-purpose securities; and foreign private issuers. The exemptions from which these types of companies benefit usually reflect the already onerous requirements that they face from other regulators. See NYSE Rules, ibid., § 303A.
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See Ribstein, supra note 27 at 26. Appendix 1, we found that of the 28 countries examined, 12 countries had a completely voluntary governance regime, 14 countries had a partially mandatory regime and one, possibly two, had a mandatory structure (the U.S. and Pakistan). 103 In short, the U.S. mandatory regime is clearly not the structure that most countries have adopted. At least one reason for this regulatory difference among countries is that the mandatory regime occasions unnecessary costs; it does not take advantage of firms' incentives to adopt healthy governance practices voluntarily, and it does not allow firms flexibility in choosing governance practices that accord with their size, board structure etc. While there are variations among the structures in the common law jurisdictions analyzed above, all of them adopt some form of mandatory disclosure. The seeming popularity of the partially mandatory structure leads one to question why these jurisdictions have adopted a hybrid corporate governance regime and, in particular, what are the benefits of such a regime.
b. Choosing a Governance Structure
This section establishes a framework, and outlines particular considerations, which underpin an optimal governance regime. Central to the framework is an analysis of costs and benefits. If the costs of a corporate governance regime outweigh its benefits, then arguably the mandatory regime should not be in place. Specifically, the cost analysis can be completed by weighing the level of expected compliance against the aggregate costs of each type of regime.
We will see that the benefits of a governance regime are relatively transparent, while the costs are not.
Governance reform: Benefits and Costs. A latent assumption in the academic literature is that there is a causal relationship between corporate governance and firm performance. See European Corporate Governance Institute http://www.ecgi.org/index.htm. For the list of member countries and the index of codes see http://www.ecgi.org/codes/all_codes.php. Only countries that had released a Code (or Draft Code) post the enactment of Sarbanes-Oxley were examined. Countries that had governance codes pre-dating Sarbanes-Oxley were not included although the author is currently examining these countries also. have found little evidence to support any relationship between governance and performance. 106 Coles et al. conclude that industry performance, rather than governance variables, explains individual firms' performance. 107 Jog and Dutta provide Canadian evidence that the link between good governance and good performance "is so elusive that we would be better off searching for a unicorn." 108 While there is no causal link between good governance and firm performance, there is evidence of a positive correlation between the two. In particular, as noted above, Gompers et al.
have found that during the 1990s, corporate governance was strongly correlated with stock returns. 109 Gompers et al. admit that the evidence does not permit strong conclusions of causality, since it is possible that their results were driven by characteristics other than the governance index that they constructed. However, as they point out, the study suggests that differences in firm value may be caused by items on the governance index. This, in turn, highlights a link between corporate governance and firm performance that remains to be pursued in future research.
Nevertheless, given the empirical data, it is impossible to conclude definitively that one of the benefits of a comprehensive governance structure is heightened firm performance. Why, then, do regulators, investors, and public interest groups lobby for higher standards of corporate governance? Shareholders may view the issue a little differently. They may believe that bad governance is a sign of, or reason for, poor performance. Thus, enhanced governance may be one factor that could lead to better performance. There are other perceived benefits, including:
greater accountability to investors by such mechanisms as an independent board, an independent and financially literate audit committee, and increased disclosure.
Investors risk their capital when they make an investment in a company. From the investors' perspective, the risk of loss is great and the cost of good corporate governance is minimal, since instituting higher governance standards will likely have a negligible impact on the return on equity. On the positive side, an extensive corporate governance regime may prevent them from losing everything, as Enron's investors did. It may also protect investors from other scenarios in which decisions are made that are not in the investors' best interests, decisions that may not occasion massive losses but may affect the return on equity nonetheless.
In light of investor concerns, firms may believe that good corporate governance can also be good for business (in terms of attracting investors). Much will depend on whether other firms expand their governance regime and what "standard practice" becomes. 110 Firms may decide to absorb the costs of heightened governance practices in order to compete with other firms for capital and to entice investors. They may also adopt practices that incur little or no real cost to the company.
While the benefits of a corporate governance regime are relatively transparent, the corresponding costs are not. A cost analysis can be completed by weighing the level of expected compliance against the aggregate costs of a particular regime (i.e., mandatory or voluntary). One can expect lower compliance in a voluntary regime than in a mandatory regime because there is no threat of enforcement penalties to underpin the rule. But one would also expect that the costs of a voluntary regime will be lower. Specifically, aggregate compliance costs will be lower because firms can opt out of measures that are excessively costly for them. They can tailor their governance structures to their particular firm characteristics (e.g., size and capital structure) and refrain from incurring enforcement costs, dissemination costs, and potentially higher compliance costs. Thus, the tradeoff is that there are lower costs in a voluntary structure but also lower compliance, while there are higher costs in a mandatory structure but higher compliance overall.
As noted in Part II, it is possible that compliance in a voluntary structure increases over time. While compliance with a voluntary code in year one may not be high, in year two it may 110 See discussion above, Part II, relating to firms' incentives to adopt corporate governance practices voluntarily and to disclose such practices voluntarily.
increase if firms feel pressure from other market actors to adopt the same governance practices:
Market forces occasion greater compliance. Admittedly, there is no guarantee that compliance will in fact increase, and it could certainly decrease, depending on market conditions. Furthermore, in the absence of disclosure, information asymmetry problems remain, with
investors not knowing what governance structure the firm has in fact adopted.
A partially mandatory or hybrid structure is likely to yield a fairly high level of compliance at a lower cost than a wholly mandatory regime. There are two main permutations of a partially mandatory structure, both of which strike some arrangement between firms' adoption of corporate governance measures and their disclosure of such measures. Disclosure provides an incentive to comply, since firms are in essence broadcasting their internal structure and compliance, or non-compliance, with the guidelines or best practices. Under one alternative, the adoption of certain governance practices is mandatory but disclosure relating to the adoption is optional. In this scenario, the incentive to comply stems from the existence of a penalty for failure to comply. Undermining the incentive, however, is the fact that there is no disclosure requirement, and so "no one will know" whether the firm is complying.
Under a second alternative, the adoption of governance practices is optional but the disclosure is mandatory. In this scenario, firms have flexibility in designing their individual governance regimes. A flexible governance structure is necessary to account for differences in firm characteristics, as discussed above. In addition, a voluntary regime permits firms to implement corporate governance practices on their own terms, and only if such practices give rise to net benefits for the firm.
Mandatory Disclosure. The advantages of mandatory disclosure are many. Mandatory disclosure heightens compliance with the voluntary regime. As Easterbrook and Fischel state, "In a world with an anti-fraud rule but no mandatory disclosure system, firms could remain silent with impunity. If they disclosed, they could do so in any way they wished, provided they did not lie.… A mandatory disclosure system substantially limits firms' ability to remain silent."
111 In other words, mandatory disclosure embodies a recognition that the market alone is not sufficient to encourage voluntary action. Furthermore, mandatory disclosure may actually encourage compliance: If a firm knows that the market is watching its corporate governance practices, it will have a greater incentive to comply with the voluntary guidelines that investors deem desirable.
Indeed, this prediction is borne out in recent empirical research. 112 Each year, one of Canada's leading national newspapers, The Globe & Mail, conducts a review of corporate governance practices for companies listed in the benchmark S&P/TSX index based on a ranking that it devises in the "Board Games" series. 113 The 2004 Board Games series suggests that firms'
voluntary adoption of corporate governance practices came in part as a response to the previous Board Games rankings. 114 However, one issue is that Board Games and other rankings prompt some "skin-deep" changes only. 115 Nevertheless, the Board Games series states explicitly that many firms did make substantial changes in year three improving over years one and two of the study.
Mandatory disclosure also provides investors with a certain minimum amount of information on which to base their investment decisions. It attacks the classic problem of information asymmetry between the investor and the issuer. Investors seek to determine whether the price of the security is fair and whether the issuer is credible. 116 Mandatory disclosure serves to reduce the adverse impact of information asymmetry in the capital markets. It also controls other variables, such as the time, place, and manner of the disclosure. 117 In other words, it ensures that information will be conveyed to investors in a standardized manner.
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Another advantage of mandatory disclosure is that it reduces the conflicting interests of directors, managers, and other agents, for example. 119 For instance, management may want to control the board of directors by having more of its own members on the board than there are independent directors. Management may also want the CEO to be the chair of the board. On the other hand, board members may feel differently; they may seek to limit the perception of conflict and support the implementation of a fully independent board, with independent committees of the board and a separation between the roles of CEO and chair. Shareholders will want information pertaining to such practices and will assess the potential for the firm to suffer from conflicts of interest. This information will be relevant to the investment decision. In addition, the disclosure of such information may reduce the actual conflict between agents, since disclosure of "negative" information may hurt the company as a whole.
It is true that there are incentives for voluntary disclosure, as noted above. However, one of the drawbacks of voluntary disclosure not discussed above involves a credibility problem.
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That is, management is likely to make self-serving voluntary disclosures, revealing only information that reflects well on them. They may refrain from disclosing information relating to poor firm performance and may attempt to convince the market that adopting a particular practice is not in the company's or shareholders' best interest. Mandatory disclosure solves the credibility problem. In addition, with mandatory disclosure, the investing public will know what governance standards the firm has (and has not) adopted. Indeed, mandatory disclosure is perhaps the most important aspect of corporate governance reform because it provides transparency and thereby enables investors to make fully informed decisions.
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The argument here has been that a "partially mandatory" is optimal: firms should be able to choose which governance standards they will adopt but there should be compulsion to disclose Of course, even mandatory disclosure does not necessarily yield the "full disclosure" intended in the spirit of the law. For example, the Statement of Corporate Governance Practices generates very different disclosure from different companies, much of which cannot be called "full disclosure." This is part of the reason that the OSC will be taking over the responsibility for corporate governance from the TSX. See e.g. Howlett, supra note 64, who reports that in 2001, 46% of companies with less than $500 million in assets failed to comment on all of the 14 TSX guidelines and 25% of companies with more than $5 billion in assets failed to comment on all of the 14 TSX guidelines.
choices as a matter of law. The rationale underlying this policy prescription is that market mechanisms will lead firms to choose optimal corporate governance terms and the result will be a high rate of compliance with best practices at lower aggregate costs to market participants. Yet an important question arises: if we can rely on market forces to compel issuers to follow best practice guidelines, why are we unable to rely on market forces to compel them to choose the appropriate amount of disclosure?
While there are incentives for voluntary behaviour relating to disclosure, there are powerful disincentives. In particular, issuers always have an incentive to disclose only the minimum amount of information that they are required to disclose and they will be disinclined to disclose information which may be viewed by the market as "bad news". Market pressure to disclose will be weak if an issuer's competitors choose not to disclose such information. Therefore investors may not be able to rely on voluntary behaviour with respect to this (often crucial) news.
The possibility that firms might not disclose information which the market is likely to consider "bad news" gives rise not only to the credibility problem highlighted above but also to the well-known lemon problem. Investors are unable to discern which issuers are truthful; investors therefore discount the prices that they will offer for all securities.
122 High-quality issuers exit the public market, forgoing a potentially valuable investment opportunity, because they are unable to obtain a fair price for their securities. 123 Low-quality issuers remain in the market and "[a]s a result, investors discount still more the prices they will pay. This in turn only drives more honest issuers away from the market and exacerbates the adverse selection problem." 124 Mandatory disclosure can prevent both the credibility problem and the downward cycle that the lemon problem can pose.
Furthermore, once disclosure is required, firms will come under greater public/market scrutiny if they do not comply with existing corporate governance guidelines. They will have to provide a compelling, rational explanation for why they have not complied. Mandatory disclosure is more effective than voluntary disclosure here because it will ensure that all firms provide information that investors can use to make their investment decisions and also provides a baseline against which all issuers can readily be evaluated. The disclosure enables investors to react to governance choices on the basis of full information.
In addition, mandatory disclosure prevents investors from having to draw inferences about governance choices, and reasons for such choices, when firms choose to be silent. There may be a number of reasons for non-disclosure of governance choices (such as bad news and a mere desire not to be transparent about governance structures). An investor cannot simply conclude that non-disclosure is due to a problem with the governance structure or it may forgo a valuable investment opportunity. It is difficult for investors to reach informed conclusions if there is no disclosure requirement since firms may choose not to disclose information relating to governance that investors require. By contrast, if there is rule requiring explanation of the governance choices (i.e. mandatory disclosure), investors avoid having to draw conclusions from ambiguous non-disclosure. They know specifically why a firm has made the particular governance choice it has.
Admittedly, one could argue that compelling disclosure where it is not forthcoming must entail penalties and that the system is therefore mandatory. It is true that a disclosure requirement does indeed necessitate public enforcement action of some sort. However, the costs to the state (or arm's length regulator) of ensuring disclosure is adequate are surely less than the costs of monitoring whether a firm has complied with corporate governance standards across the board.
The regulator still has a role in ensuring that disclosure is accurate but the costs of this process are likely less than the costs of examining firms' governance regimes as a whole. Thus the contention here is that a partially mandatory structure lessens but does not eradicate the need for monitoring and enforcement activities by regulators.
Firms may not comply with disclosure requirements. As noted in Part II, there are indeed drawbacks to the command-and-control structure, and this is one of them. To begin, the issue is one that plagues capital markets regulation generally: How does the state ensure that those who do not comply with the law are penalized for the market abuse they occasion? The problem lies not simply in the mandatory aspect of the disclosure feature of the governance regime but in the enforcement of securities violations generally. Further, the issue is one relating to the severity of the penalties for noncompliance. If firms are not complying because it is more cost-effective for them to absorb the penalty for noncompliance, then clearly the penalty itself is not harsh enough.
In any case, as the Globe and Mail Board Games series discussed above highlights, an increasing number of firms have been complying with the obligation to disclose information relating to corporate governance practices. Thus, the threat of noncompliance with mandatory disclosure does not seem to be a major drawback to its implementation.
In sum, this argument in favour of mandatory disclosure stems from a belief that the market mechanism is not in and of itself sufficient to encourage compliance with a voluntary code of corporate governance practices. Firms will likely disclose only positive information if disclosure is not mandatory (the credibility problem). In addition, mandatory disclosure provides transparency creating a level playing field among investors in terms of the information that they have about the firm's governance practices. Thus, low compliance combined with the credibility problem constitutes a major drawback of a voluntary system, while cost is a significant disadvantage of a mandatory regime. An optimal regime would be one that recognizes investors' need for protection, on the one hand, and issuers' need for flexibility, on the other. The partially mandatory structure meets both of these concerns. It lessens the need for penalties for noncompliance (a main feature of the mandatory system) because the disclosure itself is mandatory, compelling firms to comply with the voluntary guidelines or suffer investor repulsion.
Empirical Questions. One o f the weaknesses of an argument such as this is the lack of empirical evidence for the assumptions on which it is based. In particular, this argument for a partially mandatory regime is predicated on the assumption that compliance rates under that regime will be comparable to such rates under a fully mandatory regime. While evidence in the corporate governance sphere relating to these questions is lacking, empirical evidence from other disciplines is informative. For example, Khanna and Damon examine the effect of the "33/50" programme, a voluntary environmental regulatory initiative designed to curb toxic releases. They find that participation in the programme led to a statistically significant decline in toxic releases over the period 1991-1993. 125 This leads the authors to conclude that there are strong incentives for participation in the programme, including the benefits due to public recognition and the potentially avoided costs of liabilities. However, Khanna and Damon also conclude that participation in voluntary initiatives depend a considerable extent on the existence of a regulatory framework that would impose penalties on firms that do not undertake proactive measures for self-regulation. They argue that mandatory regulation provides a "backstop" for voluntary programmes. 126 The evidence and conclusions from the Khanna and Damon study are instructive in this instance. The study indicates the importance of mandatory regulation as one factor in a regime that has a voluntary component. Thus, one can expect that a partially mandatory regime, such as the one proposed here, will have high compliance rates because of the mandatory disclosure element. Of course, compliance is not the only regulatory concern; the optimality analysis will extend beyond the consideration of compliance to that of flexibility. It is to this issue that we now turn.
(c) Flexibility in Governance Structures
Part II of this article isolated a number of costs present in mandatory regimes and compared these to costs inherent in the voluntary structure. In the mandatory structure, the state bears design, implementation, and enforcement costs, while issuers bear compliance costs (which can be direct or indirect). In a voluntary regime where the state has established a code of suggested best practices, the state continues to bear policy design and implementation costs.
However, it does not incur surveillance and enforcement costs to the same extent. Under the voluntary regime, firms need not incur compliance costs, but they will incur costs to institute standards (e.g., internal management time) and disclosure costs. In choosing whether or not to comply with the voluntary regime, firms assess the costs and benefits of their compliance and undertake action that results in the greatest net benefit to the firm.
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Khanna and Damon, supra note 2. The 33/50 programme was implemented by the Environmental Protection Agency in 1991 as a means to encourage firms to voluntarily reduce their toxic emissions. Firms had flexibility in the amount of reductions undertaken and the means to achieve them.
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Ibid. at 23.
How do these costs and benefits break down in a partially mandatory regime? At the outset, it appears that there is no cost saving at all, since the hybrid structure gives rise to costs that exist in the mandatory regime. Specifically, the state bears the costs of designing and implementing the voluntary code, as well as certain enforcement costs, since disclosure under the system is mandatory. Compliance costs for issuers also arise because of the disclosure requirement (though some regimes create less onerous requirements for smaller issuers in terms of the disclosure requirement).
The compliance costs in a partially mandatory regime are likely less, since there are fewer legal requirements with which the issuer must comply. However, this advantage should be framed in terms of the flexibility that is afforded to issuers in determining the extent to which they adhere to the best practices. Firms are able to continue to assess the costs and benefits of suggested governance practices and implement those that would result in the highest net benefit to each. The partially mandatory regime is thus more responsive to firm interests than a wholly mandatory structure, while not ignoring investors' need for information relating to firms' corporate governance practices.
The fact that partially mandatory regimes respond to both issuer and investor concerns in a cost-effective manner undermines the usual justification for mandatory corporate governance legislation. As noted above, an optimal governance regime is one that takes into account the benefits and costs to all stakeholders; a mandatory regime does not adequately respond to issuers' concerns relating to both cost and flexibility. Some regulators might respond that the mandate of the regulator is not to appease various capital markets stakeholders but to ensure that "integrity" and "confidence" typify the capital markets. 127 The mandate is a balancing act, no doubt, but the decrease in integrity and confidence under a partially rather than wholly mandatory regime arguably is negligible though this point needs to be pursued in further research as discussed below. In practical terms, this conclusion suggests that Canadian, U.K., and Australian capital markets do not have less "integrity" than the U.S. market. Partially mandatory structures can achieve the law's objectives at less cost. It may be argued that the only reason that some jurisdictions, such as those discussed above, can have a partially mandatory regime is that there is one regime that has adopted a wholly mandatory approach (i.e., the United States with SOX). Issuers will be compliant under a partially mandatory (or voluntary?) regime because they seek to remain competitive with their peers in other jurisdictions. They are also aware of the heightened costs that could come with a mandatory -and potentially more costly and less flexible -regime.
On the one hand, it is not clear whether an entire mandatory regime needs to be established in order for issuers to understand that their current governance regime could become more strict. The Canadian and U.K. partially mandatory governance regimes were in place long before Sarbanes-Oxley. 128 On the other hand, onerous legislation in another jurisdiction no doubt influences the behavior of firms outside the jurisdiction, for reasons relating to competition.
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Much depends on the size of the market in which the mandatory legislation is implemented.
Firms cross-listed in the jurisdiction with the mandatory regime may be obliged to comply with the mandatory legislation, as was the case with Sarbanes-Oxley.
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These questions, and the present theoretical argument in favor of voluntary governance regimes, establish the groundwork for future empirical research. The research should examine the success of voluntary and partially voluntary regimes, and, in particular, the propensity of firms to adopt governance practices voluntarily. For example, it is possible that firms not subject to the Sarbanes-Oxley Act may voluntarily comply with this legislation in order to remain competitive.
From a policy perspective, the upshot of this argument is that mandatory regulation is a de facto For example, in research relating to the Anand, Milne & Purda project, supra note 34, the author has found that Canadian companies routinely express their awareness of SOX in annual disclosure documents and that they state their objective to comply with SOX in the absence of a legal requirement to do so.
Of course, this is not necessarily the case. For example, Canadian companies cross-listed in the United States are allowed to use their AIF to comply with some U.S. requirements; similarly, some Canadian cross-border issuers are permitted to use SEC Forms to meet certain Canadian disclosure requirements. requirement for firms outside the jurisdiction, even those that are not cross-listed. Those firms not bound to comply may feel significant pressure to do so voluntarily.
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V. Conclusion
This article encourages market participants, including regulators, to acknowledge that firms have incentives to adopt enhanced governance practices voluntarily and to make disclosure about same. It also recognizes certain advantages in having a mandatory disclosure regime. The article argues that an optimal governance regime is one that takes into account the benefits and costs to all stakeholders, particularly issuers and investors. The benefits of a corporate governance regime are straightforward and relate mainly to enhanced accountability. The cost analysis should be completed by weighing the level of expected compliance against the total costs of the regime adopted by regulators. A partially mandatory structure yields a high level of compliance at lower cost than a wholly mandatory regime. While a wholly mandatory structure may yield slightly better compliance, its costs are likely to be much higher. Thus, a partially mandatory structure that minimizes costs but encourages compliance is optimal.
131 Anand, Milne & Purda, supra note 34.
